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OpinicMi  of 

THOMAS  B.  PATON,  ESQ. 

General  Countd 
AMERICAN  BANKERS  ASSOaATION 


A  Form  of 

Commercial  Paper 

i 
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My  dear  Sir: — 

You  request  my  opinion  upon  the  validity  and  nego- 
tiability of  the  form  of  note  with  attached  documents  sub- 
mitted, both  under  the  laws  of  those  states  having  the  Ne- 
gotiable Instruments  Act  and  those  which  have  not  yet  en- 
acted that  law. 

After  due  consideration,  I  have  formed  the  opinion 
that  the  instrument  submitted  is  valid  and  would  generally 
be  held  negotiable  under  the  Negotiable  Instruments  Act 
so  that  a  holder  in  due  course  could  enforce  it  against  the 
maker  free  from  any  defense  which  he  might  have  against 
the  payee  and  would  also  have  recourse  ag^nst  the  payee 
as  indorser ;  furthermore,  in  the  event  of  the  insolvency  of 
both  maker  and  indorser  he  could  hold  in  addition  the  seller, 
whose  conditicHial  indoreement  is  appended  to  the  instru- 
ment. 

I  will  endeavor  to  briefly  outline  the  course  of  legal 
reasoning  which  has  been  followed  in  reaching  the  above 
opinion. 

The  form  of  note  itself  complies  with  all  the  require- 
ments of  negotiability  prescribed  by  the  Negotiable  Instru- 
ments Act  unfess  the  clause  middi  indicates  that  the  note  is 
given  for 

"The  amount  of  the  invoice  of  R.  H.  Foerderer, 
Inc,  number  123  .  •  .  dated  Oct  i,  1914,  ior  Vid 
Kid,  Without  defalcation.  Value  received" 

could  be  construed  to  make  the  promise  conditional. 

One  of  the  requirements  of  negotiability  is  that  the 
promise  must  be  unconditional  and  in  this  connectim  die 
Act  provides  that  "an  unqualified  order  or  promise  to  pay 
is  unconditional  within  the  meaning  of  this  Act  though 
coupled  witfi  (i )  an  indication  of  a  particular  fund  out  of 
which  reimbursement  is  to  be  made,  or  a  particular  ac- 
count to  be  debited  with  the  amount;  or  (2)  a  statement jof 
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the  tiaiisactifm  which  gives  rise  to  the  instrument  But  an 
order  or  pnnnise  to  pay  out  of  a  particular  fund  is  not 
unconditional." 

The  question  here  suggested  is  whether  by  any  possi- 
bility the  note  containing  the  clause  quoted  showing  that 
the  amount  promised  is  the  amount  of  the  described  in- 
voice, would  be  ccmstrued  as  a  conditional  promise  to  pay 
based  upon  the  existence  of  the  invoice  and  limited  to  its 
proceeds. 

I  have  in  mind  the  case  of  Uannay  v.  Guaranty  Trust 
Co.,  187  Fed.  686,  in  which  it  was  held  that  a  draft  con- 
taining the  provision  "charge  the  same  to  the  account  of  R. 
S.  M.  I.  100  bales  of  cotton"  with  purported  bill  of  lading 
attadied,  was  conditional  upon  the  existence  of  the  cotton ; 
that  the  draft  being  conditional,  the  acceptance  was  also 
ccuiditional  and  upon  failure  of  the  consideration,  the  ac- 
ceptor was  not  txnind  to  a  bona  fide  holder  and  could  re- 
cover the  money  paid.  In  a  second  case  between  these  two 
parties  (Guaranty  Trust  Co.  v.  Hannay,  210  Fed.  810), 
proof  of  the  law  of  England  where  this  draft  was  payaUe 
and  which  governed  the  transaction,  was  introduced  that  a 
draft  so  drawn  was  uncox^htional,  and  upon  such  proof  the 
court  so  decided. 

I  doubt  very  much  if  the  courts  generally  will  follow 
the  first  decision  in  the  Hannay  case — ^the  decision  in  the 
seoMid  case  shows  that  the  law  of  England  is  contrary  to 
this  and  probably  the  same  will  be  held  as  to  the  law  of 
this  country — ^but  even  conceding  the  point  that  the  law  is 
uncertain  as  to  the  tmcooditioiial  character  of  a  draft  where 
the  amount  is  chargeable  to  a  described  shipment,  the  situ- 
ation is  certainly  different  where  a  promissory  note  con- 
tatos  an  absolute  i»oiiiise  to  pay  and  simply  indicates  that 
the  sum  payable  is  the  amount  of  a  described  invoice.  Here, 
the  promise  to  pay  is  not  conditional  upon  the  existence  of 
the  inv(Moe  nor  limited  to  its  proceeds  but  is  upon  the  gen- 
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eral  credit  of  the  maker.  Numerous  autfiorities  support 
the  proposition  that  the  mere  statement  in  a  promissory 
note  that  it  is  given  for  a  described  con^deration  does  not 
make  the  note  conditional  and  destroy  its  negotiability. 
Space  will  not  be  taken  for  a  citation  of  these  authorities. 

Then  comes  the  further  question  whether  the  attach- 
ing to  the  note  of  an  order  to  the  payee  to  pay  a  certain 
Sirni  out  of  the  proceeds  to  a  specified  trust  company,  simul- 
taneoudy  with  the  discounting  of  the  note,  would  impair  its 
negotiability?  In  this  connection,  the  niemoran<kL  also 
attached  must  be  considered.  The  note  is  dated  October 
I,  1914,  and  promises  to  pay  $10,000  and  this,  according 
to  memoranda  attached,  is  Hie  amount  of  a  described  in- 
voice also  dated  October  ist,  the  terms  of  which  are  four 
per  <^t.  deduction  or  $9600  if  paid  within  ten  days  from 
date.  According  to  sxidi  n^nc»randa  the  manufacturer  or 
seller,  R.  H.  Foerderer,  Inc.,  retains  his  right  to  demand 
payment  unless  the  maker  of  the  note  discounts  it  with  a 
national  baidc  for  at  least  $9600  within  ten  days  from  date 
and,  in  the  order  to  the  bank  to  pay  the  trust  company  $9600 
out  of  the  proceeds  and  simultaneously  with  the  discovmt, 
sttdi  Foerderer,  Inc.,  is  named  as  the  beneficiary  for  whose 
account  the  trust  company  receives  the  proceeds. 

This  it  seems  to  me  might  be  sufficient  to  indicate  to 
xsk  itidorset  of  Iht  note  tiiat  at  the  time  of  its  delivery  tibe 
consideration  had  not  been  paid  over  by  the  payee  bank,  not- 
withstanding the  order  is  for  simultaneous  payment  of  the 
proceeds;  in  other  words,  that  the  note  is  based  txptm  an 
executory  consideration  which  would  raise  the  question 
whether  its  negotiability  was  thereby  affected.  True,  it 
might  be  cont^ided  that  the  consideratkm  for  the  note 
is  received  by  the  maker  at  the  time  it  is  ddhrered 
when  presumably  the  proceeds  are  placed  to  his  credit  by 
tile  bank  and  that  the  order  to  simultaneously  pay  $9600  out 
of  such  proceeds  and  charge  to  his  account  is  a  separate 
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matter,  akin  to  drawing  a  check  against  such  account ;  but 
the  note  and  the  manufacturer's  statement  of  the  amount 
of  cash  discount  and  his  stated  continued  right  to  demand 
payment  until  the  note  is  discounted  are  all  coufded  to- 
gether and  might  be  held  to  indicate  or  to  charge  an  indorsee 
with  notice  that  the  maker  gave  his  note  to  the  bank  for 
funds  to  be  paid  by  the  bank  in  his  behalf  to  the  seller^s 
agent  as  the  discount  for  cash  price  for  goods  sold  and  de- 
livered and  that  althoi^h  sudi  payment  is  ordered  simul- 
taneously with  discount  of  the  note,  still  it  must  necessarily 
be  a  subsequent  act  as  the  discount  and  creation  of  proceeds 
must  {U'ecede  their  payment  and  it  is  conceivable  the  bank 
may  discount  the  note  and  disobey  the  order,  as  is  indicated 
in  the  order  itself;  that  therefore  the  note  is  given  for  a 
ccmsideratk>n  thereafter  to  be  ^ecuted  by  the  payee,  which 
may  be  the  next  moment,  the  next  day  or  not  at  all. 

This  may  be  a  debatable  position,  but  in  testing  the 
negotiability  of  this  instrument  and  its  enforceability  in 
the  hands  of  an  indorsee  free  frc»n  any  defense  of  the 
maker  of  failure  of  consideration,  I  think  it  safer  to  pro- 
ceed on  the  theory  that  the  note  and  attached  documents 
indicate  that  the  consideration  for  which  it  is  given  is  ex- 
ecutory; something  to  be  done  in  the  future. 

There  is  some  little  authority  to  the  effect  that  where  a 
promissory  note  indicates  on  its  face  lhat  its  OHisideratimi 
is  executory  the  promise  to  pay  is  conditional  upon  the  per 
formance  of  the  executory  agreement  and  where,  apart 
irom  the  note,  the  indorsee  has  knowledge  that  the  consid- 
eration is  executory,  he  is  not  a  holder  in  due  course,  even 
though  he  has  no  notice  of  the  non-performance  of  the 
executory  agreemait.  But  the  great  weight  of  authority  is 
to  the  contrary. 

Referring  briefly  to  the  first  class  of  cases,  in  Equit- 
able Trust  Co.  V.  Newman,  129  N.  Y.  Supp.  259,  reversing 
127  N.  Y.  Supp.  243,  a  promissory  note  in  the  forai  of  a 
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letter  promising  to  pay  a  stated  amount  as  arniuiil  premium, 
contained  the  following  request  from  maker  to  payee:  "you 
are  hereby  authorized  and  requested  to  place  the  said  policy 
in  iorct  from  this  date"  In  an  acti«m  by  an  indmsee  against 
the  maker  involving  the  question  of  negotiability  of  the  in- 
strument and  its  enforceability  free  from  equities,  the  maker 
contended  that  the  dear  intention  of  the  instrument  was 
that  something  was  to  be  done  by  the  payee  after  the  maker 
received  the  policy,  in  order  to  put  it  in  force,  and  that  on 
condition  of  that  being  done,  the  maker  would  pay;  there* 
fore,  the  promise  was  conditional.  The  court  took  this 
view,  holding  that  the  instrument  was  not  intended  to  be  a 
present  unconditional  engagieoient  but  was  conditional 
upon  the  agent  performing  his  part  of  the  contract.  How- 
ever, some  weight  was  placed  on  the  fact  that  the  instru- 
ment was  in  the  form  of  a  letter  and  not  of  a  note  and 
still  later  in  Equitable  Trust  Co.  v.  Taylor,  131  N.  Y.  Supp. 
475,  involving  a  similar  form  of  note  or  letter,  the  court 
differed  from  the  view  adopted  by  the  ApfieUate  Term  in 
129  N.  Y.  Supp.  and  held  that  the  words  "you  are  author- 
ized and  requested  to  place  the  said  policy  in  force  from 
this  date"  contained  in  the  promise  to  pay^  so  far  fn^n  im- 
posing a  condition  may  be  regarded  as  mere  surplusage, 
for  the  policy  of  insurance  had  already  been  delivered  and 
the  agent  had  paid  the  full  premium  thereon. 

It  was  also  held  in  Heard  v.  Shedden,  1 13  Ga.  162,  that 
where  the  consideration  is  an  insurance  policy  not  yet  is- 
sued, a  purchaser  who  takes  the  note  with  notice  that  such 
policy  has  not  yet  been  issued  takes  the  risk  of  possible  f  ail-- 
ure  of  the  company  to  issue  such  a  policy  as  is  applied  for. 

And  in  Sumter  Co.  State  Bank  v.  Hayes,  67  So.  109, 
recently  decided  by  the  Supreme  Court  of  Florida,  where  a 
negotiable  note  was  given  and  indorsed  by  the  payee  to 
l^aintiff  bank  and  it  appeared  from  the  facts  outside  the 
note  that  it  was  given  in  consideration  of  an  executory  con- 
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tract,  and  the  bank  acquired  the  note  with  knowledge  that 

such  was  the  consideration  but  before  there  was  a  breach 
of  such  contract,  it  was  held  that  the  indorsee  was  not  a 
holder  in  due  course,  without  notice  of  any  infirmity  in  the 
instrument  or  defect  in  its  title  within  the  meaning  of  the 
Negotiable  Instruments  Act,  even  though  the  indorsee  did 
not  know  of  the  subsequent  br^di  of  the  contract. 

But  despite  the  few  cases  to  the  above  effect,  the  great 
weight  of  authority  is  as  stated  in  Daniel  on  Negotiable  In- 
struments, Secti<Mi  795b  (6th  Edition)  that  "it  is  not  a  good 
ground  of  defense  against  a  bona  fide  holder  for  value  that 
he  was  informed  that  the  note  was  made  or  the  bill  accepted 
in  C(nisiderati(Mi  of  an  executory  c(»rtract,  unless  he  was 
also  informed  of  its  breadi.  If  he  has  such  knowledge  he 
cannot  recover."    (Citing  numerous  cases,) 

It  has  also  been  expressly  hdd  in  Iowa  under  the  Ne- 
gotiable Instruments  Act  that  knowledge  that  a  note  was 
given  in  consideration  of  an  executory  agreement  or  con- 
tract of  the  payee  which  has  not  been  performed,  will  not 
deprive  the  indorsee  of  the  character  of  a  bona  fide  holder 
unless  he  also  has  notice  of  the  breach  of  the  agreement  or 
contract.  McKnight  v.  Pars<His,  136  la.  390. 

Without  further  reference  to  tiiis  line  of  cases,  the  lan- 
guage of  the  Supreme  Court  of  Missouri  in  Jennings  v. 
Todd,  118  Mo.  296,  in  which  the  court  distinguished  be- 
tween nc^iee  of  a  OMiditioti  to  be  performed  and  knowledge 
at  time  of  purchase  of  a  breach  of  such  condition,  may  be 
quoted :  "We  think,  however,  that  no  well  considered  case 
can  be  found  in  which  a  collateral  contemporaneous  agree- 
ment, providing  that  the  note  should  not  be  paid  in  the 
event  that  an  executory  contract,  which  was  consideration 
of  the  note,  should  i^t  be  performed,  has  been  allowed  to 
defeat  the  negotiability  of  the  note  in  the  hands  of  an  in- 
dorsee, though  he  had  notice  of  such  agreement.  A  great 
part  of  the  kaprmemexA  of  the  country,  and  of  business 
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generally,  is  carried  on  with  money  nused  by  the  discount 
of  notes  given  upon  executory  contracts,  and  if  tiie  maker 
could  be  allowed  to  defend  against  such  notes,  in  case  of  a 
breach  of  contract,  on  the  ground  that  the  indorsee,  though 
ia  oAer  respects  hoasL  fide,  had  knowledge  of  the  transac- 
tion out  of  which  the  notes  grew,  all  confidence  in  such 
notes  as  negotiable  paper  would  be  destroyed  and  such 
bttsmess  would  be  paralyzed.  By  making  and  delivering  a 
negotiable  note  the  maker  is  held  to  intend  that  it  may  be 
put  in  circulation  and  that  no  defenses  against  it  exist  .  .  . 
If  the  breach  had  occurred  to  the  knowlei^  of  the  indorsee 
when  he  purchased,  he  would  not,  of  course,  be  protected." 

In  view  of  the  weight  of  authority  it  is  my  opinion, 
therefore,  that  the  instrument  under  consideration  would 
be  generally  held  negotiable  under  the  Negotiable  Instru- 
ments Act  even  though  the  order  to  pay  part  of  the  proceeds 
coupled  with  the  memocanda  attached  were  held  to 
carry  notice  that  the  note  is  based  on  an  executory  con- 
sideration. Of  course,  if  the  view  was  taken  that  the  docu- 
ments conveyed  no  such  notice,  the  note  would  be  ne^^otia- 
ble  in  any  event  Hence  should  a  case  arise  where,  after 
discounting  the  note,  the  bank  failed  or  refused  to  pay  over 
the  amount  as  ordered  to  the  financial  ag^rat  of  the  sdkx 
these  facts  of  failure  of  omsideration  could  not  be  inter- 
posed as  a  defense  against  a  holder  in  due  course.  There 
might  be  some  exceptional  case  where  a  court,  taking  the 
view  that  the  mdorsce  had  knowledge  that  the  consideration 
was  executory,  might  hold,  as  did  the  Supreme  Court  of 
Florida,  that  such  knowledge  deprived  the  indorsee  of  the 
status  of  a  holder  in  due  course  where  there  was  a  subse- 
quent failure  of  the  consideration;  but  in  view  of  the  great 
weight  of  authority  the  other  way,  I  think  for  all  practical 
purposes,  the  form  of  note  and  documents  may  be  dealt  in 
as  negotiable  paper. 

The  two  certificates  attached  to  the  note,  having  refer- 
ence to  the  invoice,  do  not  in  any  way  affect  its  negotiabil- 
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ity.  They  do  not  inject  wy  condition  into  the  absdute 
terms  of  the  note. 

The  note  has  an  attached  document  signed  by  the 
manufacturer  stating  the  terms  of  the  invoice  and  contain- 
ing a  conditional  engagement  that  (a)  if  the  maker  dis- 
counts the  note  on  or  before  October  lo,  19 14,  with  a 
nattooal  bank  for  at  least  $9600,  the  net  amount  of  the  in- 
voice, and  (b)  if  the  bank  negotiates  the  note  with  its 
unqualified  indorsement  and  (c)  if  both  bank  and  maker 
become  insolvent,  then  the  subscriber  assumes  an  indorser's 
liability  witii  wziver  of  protest  to  any  holder  in  due  course 
subsequent  to  said  bank.  This  does  not  affect  the  validity 
or  negotiability  of  the  note  but  is  in  the  nature  of  an  added 
guaranty  of  payment  to  a  hold^  in  due  course  upon  certain 
conditions.  Should  some  court  in  a  case  where  the  considera- 
ticm  failed  hold  that  the  indorser  had  knowledge  that  the 
note  was  executory  md  that  such  knowledge  deprived  the 
indorsee  of  the  status  of  holder  in  due  course,  this  added 
guaranty  might  not  be  enforceable  as  it  runs  only  to  a 
bolder  in  due  course.  But  this  would  be  exceptkxial* 

The  Negotiable  Instruments  Act  is  in  force  in  every 
State  of  the  Union  with  the  exception  of  Maine,  Georgia, 
CaUlomia,  Texas  and  Mississippi.  As  already  said,  I  think 
the  instrument  would  be  generally  held  negotiable  under 
this  Act,  excepting  possibly  in  the  State  of  Florida. 

Taking  the  states  which  have  not  yet  adopted  the  Ne- 
gotiable Instruments  Act,  in  California,  there  is  a  distinc- 
tive code  of  the  law  of  negotiable  instruments  which  is 
based  on  the  law  merchant  as  is  the  Negotiable  Instruments 
Act  and  I  believe  the  note  in  question  would  be  held  to  have 
the  same  legal  effect  under  the  law  of  California  as  under 
the  N^tiable  Instruments  Act  Also,  in  Maine,  where  the 
law  merchant  has  not  yet  been  codified,  the  same  condu^oa 
is  warranted.  And  in  Texas  it  has  been  expressly  held  that 
knowledge  that  a  note  is  based  on  an  executory  contract 
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does  not  prevent  a  bona  fide  holder  from  enforcing  it  free 
from  equities  where  he  takes  without  knowledge  of  a  breach 
of  such  contract  Buchannan  v.  Wren,  lo  Tex.  Civ.  App. 
560. 

But  in  Georgia,  the  courts  incline  to  the  view  that 
knowledge  of  an  executory  con^deration  diarges  an  in- 
dorsee with  notice.  In  addition  to  Heard  v,  Shedden,  su- 
pra, is  the  case  of  Harris  v.  Nicholls,  26  Ga.  413.  where  it 
was  held  that  failure  of  consideraticm  may  be  beaded 
against  a  transferee  who  took  the  note  with  knowledge  of 
the  contract  and  that  the  consideration  was  liable  to  fail. 

In  Mississippi,  furthermore,  there  exists  what  is 
known  as  an  Anti-Commercial  statute.  The  Code  of  Mis- 
sissippi of  1906,  Sec  4001,  provides  in  substance  that  in 
acticms  upon  promissory  notes  by  an  indorsee,  whether  pay- 
able to  order  or  not,  the  defendant  shall  be  allowed  tfie  b«i- 
efit  of  all  defenses  previous  to  notice  of  assignment  in  the 
same  manner  as  though  the  action  had  been  brought  by  the 
payee.  Under  this  statute,  therefore,  the  maker  of  the  note 
in  question  could  interpose  the  same  defense,  if  he  had  any, 
against  a  tran^eree  of  the  payee  as  he  could  against  the 
payee.  But  a  promissory  note  executed  in  but  payable  out 
of  the  state,  is  not  within  the  statute.  Emanuel  v.  White, 
34  Miss.  56.  It  has  also  been  held  in  Mississippi  that  a 
note  payable  to  bearer  is  not  within  the  statute.  Craig  v. 
Vicksburg,  31  Miss.  216;  and  that  a  note  payable  to  the 
maker's  order  and  by  him  endorsed  in  blank  before  delivery 
is  in  effect  payable  to  bearer,  and  therefore,  not  subject  to 
this  section.   Bank  v.  Wofford,  71  Miss.  711. 

So  far  as  Missis^p{»  is  omcmied,  therefore,  apart 
from  any  question  of  the  effect  of  knowledge  by  an  mdorsee 
of  an  executory  consideration,  and  looking  at  the  form  of 
note  itself,  irrespective  of  the  order  and  the  other  attached 
documents,  it  would  not  be  negotiable  in  its  present  form 
unless  it  was  made  payable  out  of  the  state;  if  executed  and 
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made  payable  within  the  state  it  would  be  transferable  sub- 
ject to  equities  under  the  peculiar  statutory  law  of  that 
state  and  would  require  refraining  so  as  to  be  made  payaUe 
to  the  maker's  order  and  indorsed  in  blank  by  him. 

This  letter  has  reached  considerable  length  but  it  has 
seoned  necessary  in  or^  to  cm^id^  the  negotiability  of 
the  note  and  attached  documents  submitted  from  all  the 
various  view  points.  It  has  seemed  to  me  that  the  docu- 
ments attached  to  the  note  might  likely  be  held  to 
vey  notice  to  an  indorsee  that  the  promise  of  the  maker  to 
pay  was  based  on  an  executory  consideration  and  from  this 
view  point  it  has  been  necessary  to  con»der  at  length 
whether,  assuming  such  knowledge  was  possessed  by  the  in- 
diM^ee,  it  would  be  sufficient  to  deprive  him  of  the  status  of  a 
hdder  in  due  course  where  there  was  a  subsequent  failure  of 
the  consideraticm.  As  shown,  the  courts  generally  take  the 
view  that  such  knowledge  does  not  affect  the  bona  fide  holder 
where  he  has  no  knowledge  of  the  breach  of  the  executory 
contract  and  this  leads  to  the  conclusion  that,  even  charge- 
able with  knowledge  that  the  consideration  of  the  note  is 
executory,  the  instrument  would  nevertheless  be  neg<Aiable 
and  enforceable  by  an  indorsee  free  fn»n  equities  except 
possibly  in  Florida  where  a  contrary  view  has  been  taken 
under  the  Negotiable  Instruments  Act  and  in  Greorgia 
,  where  a  ^ilar  view  1ms  been  taken  under  the  law  mer- 
chant. But  if  the  view  be  taken  that  the  note  and  docu- 
ments carry  no  notice  of  an  executory  consideration,  then 
it  is  negotiable  everywhere,  except  in  the  State  of  Missis- 
sippi, where,  as  shown,  the  Anti-Commercial  statute  would 
operate  against  it. 

Very  truly  yours^ 

THOMAS  B.  PATON, 

General  Counsel. 


